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Losses and Outgoings 


Section 51(1) of the Income Tax Assessment Act, 1936, as 
amended, provides that: ‘‘ All losses and outgoings to the extent to 
which they are incurred in gaining or producing the assessable 
ss for the 


income, or are necessarily incurred in carrying on a busine 
allowable 


purpose of gaining or producing such income, shall be 
deductions except to the extent to which they are losses or outgoings 
of capital, or of a capital, private or domestic nature, or are incurred 
in relation to the gaining or production of exempt income”’ 

In a joint judgment the High Court has, for the first time, 
interpreted the provisions of s. 51 (1). The Court has held (Ron- 
pibon Tin N.L. v. F.C. of T.; Tongkah Compound N.L. v. F.C. of T. 
(1949), 4 A.I.T.R. (in course of publication) that: 

For expenditure to form an allowable deduction as an outgoing 
‘‘incurred in gaining or producing the assessable income’’ it must 
be incidental and relevant to that end. Those words in the first limb 
of s. 51 (1) mean in the course of gaining or producing assessable 
income and to come within them it is both sufficient and necessary 
that the occasion of the loss or outgoing should be found in whatever 
is productive of the assessable income or, if none be produced, would 
be expected to produce assessable income. 

Whilst the second limb of s. 51 (1) by the expression ‘‘in earry- 
ing on a business for the purpose of gaining or producing’’ lays 
down a test that is different from that implied by the words ‘‘in 
gaining or producing’’ used in the first limb of s. 51 (1), yet the 
latter words have a very wide operation to which the words of the 
second limb can add but little in actual working. The words ‘‘such 
income’’ in the expression ‘‘for the purpose of gaining or producing 
such income’’ mean ‘‘income of that description or kind’’ and 
semble refer not to the assessable income of the accounting period 
but to assessable income generally. Although the word ‘‘necessarily’’ 
limits the operation of the second limb, it probably means no more 
than ‘‘clearly appropriate or adapted for’’. A contention that ex- 
penditure directed not to obtain or increase revenue but to avoid or 
reduce expenditure is not an allowable deduction could not be sus- 
tained in a ease falling under the second limb of s. 51 (1). 

Although the exception of losses and outgoings of capital is both 
necessary and logical, the exception of losses and outgoings to the 
extent to which they are incurred in relation to the gaining or pro- 
duction of exempt income merely declares expressly what would 
otherwise follow from the primary description of what losses and 
outgoings are allowable deductions. 

Section 51 (1) adopts a principle which allows of the dissection 
and apportionment of losses and outgoings. 
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The facts of the above cases were,: 

Appellant companies were no liability mining companies regis- 
tered in Victoria and engaged in the business of tin mining in Siam 
and Malaya respectively. Until their mining properties fell into 
enemy hands in 1942, the companies derived substantial revenues 
from tin mining which were exempt from income tax under s. 23(q 
The companies also derived assessable income consisting of interest 
on mvyestments’ in Commonwealth Bonds or upon fixed deposits. 
Expenditure, comprising management fees, directors’ fees, directors’ 
travelling expenses, cables, postages and audit fees, was incurred in 
Melbourne in the central administration of the affairs of the respec- 
tive companies. In assessing the companies to income tax in respect 
of the relevant accounting periods, the Commissioner, as he had done 
in earlier years, fixed 23 per cent. of the income from investments as 
an adequate charge for the administrative expenses against that 
form of income and allowed as a deductién therefrom an amount so 
calculated. The companies claimed that in the relevant periods 
when no mining operations were carried on the whole of their Mel- 
bourne administrative expenses (including in the case of the first 
appellant, allotments paid to dependants in Australia of its mine 
manager and his assistant, who had been interned in Siam) was an 
allowable deduction under s. 51 (1) from the assessable income from 
investments. The work done in the management of the companies 
included share transfers, interviewing shareholders, particularly 
with reference to the mining assets, investigation (in the case of the 
first appellant only) by one of the directors in that capacity into 
possible mining enterprises in Australia, and cable communication 
in connection with matters arising out of the operations of a tin 
pool known as ‘*‘The Buffer Stock Scheme’’ and from which the 
second appellant in the relevant year received exempt income being 
its share in the pre reeds of tin stocks realized from the pool. 

The High Court held, that the companies’ claim fell to be de- 
termined under the first limb of s. 51 (1) and that the seeond limb 
thereof did not carry the claims to deduct the full expenditure 
beyond the first limb because, (1) excepting the income from invest- 
ments, the subject of nearly all the activities of the companies was 
a concern of capital inasmuch as the keeping up of the structure of 
the companies was related to capital, the activities being directed to 
the re-establishment of their foreign mining businesses or to pros- 
pective new ventures; (2) expenditure in connection with the buffer 
stock scheme related to exempt income; (3) the only assessable 
income in view was investment income. 

In applying the test or standard laid down by the first limb of 
s. 51 (1), separate and distinct items of expenditure must be dealt 
with specifically. Accordingly, (a) expenditure by the first appel- 
lant on allotments to dependants of its employees in Siam was not 
allowable because it could not be regarded as business expenditure 
unless with reference to the past or hoped for future operations in 
Siam and (b) expenses of cables and communications by either com- 
pany with reference to the buffer stock scheme were not allowable, 
being in respect of *exempt income. 

Management and directors’ fees, being entire sums which could 
not be dissected, must be apportioned and the apportionment was a 
question of fact for the trial judge, the question of fact being to 
make a fair apportionment to each object of the company’s actual 
expenditure where items are not in themselves referable tg one object 
or the other. 
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The 23 per cent. rule applied by the Commissioner although it 
may be expedient administratively, cannot be accepted judicially; 
the actual expenditure in gaining the assessable income must be 
ascertained by an apportionment where the expenditure is incapable 
of dissection: such apportionment must be made with reference to 
the actual expenditure as it is not for the Court or the Commissioner 
to say how much a taxpayer ought to spend in obtaining his income, 
but only how much he has spent; the apportionment must be made 
in accordance with the facts of the particular case e 


Sum Received for Goodwill of Pastrycook’s 
Business 


Goodwill held to be personal. 


During year ended 30 June, 1940, the business of a pastrycook, 
which was carried on by the taxpayer in leased premises, was sold 
by him for £3,000, of which £1,376 was admittedly attributable to 
the sale of the goodwill of the business. The lease, for a fixed term, 
was duly assigned to the purchaser. The taxpayer who way assessed 
in respect of the sum of £1,376, claimed that the goodwill was per- 
sonal and that no part thereof was attached to the leased premises. 
The taxpayer began the business in 1936, the premises being part of 
a building which had just been erected as a combination of a bloek 
of flats and a few shops. The premises were not in the vicinity of 
any shopping area. For an initial period of three months, the tax- 
payer was allowed the use of one of the shops rent free; thereafter 
he paid £4 per week. Later, he took over an adjoining shop at a 
combined rental of £10 per week. In the contract of sale of the 
business the taxpayer stated his turnover to be £250 per week (borne 
out by his income tax returns) and his weekly net profits to be £35. 
He agreed not to compete for two vears within a radius of two miles. 
When the purchaser took over, the taxpayer introduced him to as 
many as possible of his former customers and passed over all his 
recipes. The taxpayer’s products had consisted mainly of sponges, 
light .cakes and confections, containing pure cream. His trade was 
not confined to the locality in which he conducted his business. 
Because of his English training and experience, or possibly because 
he thought he would improve the business, the purchaser discarded 
the taxpayer’s recipes and proceeded to produce different articles, 
such as shortbread and other drier types of products. This change 
caused the business to fall away almost immediately and the pur- 
chaser threatened to sue the taxpayer for misrepresentation. After 
a year the purchaser sold the business to a third party, who defaulted 
in payment of rent. The owner of the premises then interviewed 
the taxpayer with a view to inducing him to come back to the 
business. The owner offered to reduce the rent to £7 per week, the 
reason being that other tenants in the block of shops were com- 
plaining and asking for reductions in rentals. The owner believed 
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that the taxpayer’s return would restore the prosperity of the block. 
The taxpayer agreed to return, mainly actuated by the belief that 
he was liable for the rent under the assigned lease. The taxpayer 
paid £400 for the repurchase of the business, including plant, fix- 
tures, ete. At the time of the hearing the taxpayer was still carrying 
on the re-purchased business. When hé returned its turnover was 
only £50 per week; this sum has been increased by him to about 
£450 per week. Held, by the Board of Review, that the sum of £1,376 
wag not assessable (C.T.B.R. (not yet reported) ). 

The following are extracts from one member’s reasons for 
decisions : 

‘*The clear distinction between this case and Williamson’s (F.C. 
of T. v. Williamson (1943) 67 C.L.R. 561), is that the business sold 
by the taxpayer, although a retail business, possessed the very 
special feature that it was built up from nothing to a turnover of 
£250 a week in about three years by the personality, ability and 
reputation of the taxpayer. The fact that the custom was attracted 
by the taxpayer’s special ability as a master pastrycook is inescap- 
able on the evidence and by reason of that fact his possession of a 
gvood business personality and reputation may be safely assumed. It 
is quite clear that the goodwill which the taxpayer believed he was 
parting with, and which he did his best to secure to the purchaser by 
giving him his recipes and introducing him to customers, was the 
eustom which had been attracted to the business by the special 
quality of the cakes and pastry which he was able to produce and 
offer for sale. 

‘The facts which, perhaps, show most pointedly that the good- 
will sold -by the taxpayer was wholly personal are that the goodwill 
was built up by the taxpayer, that it left with the taxpayer (or, at 
all events, dwindled to worthlessness not long afterwards) despite 
his efforts to secure its continuance and that it came back with the 
taxpayer. In view of these and the other facts in evidence, I do not 
see how it could reasonably be found that any part of the goodwill 
sold was local and I accordingly hold that the taxpayer’s claim 
should be allowed.’’ 





Dividends Paid out of Capital Profits to UK. 
Shareholders 


Under the United Kingdom income tax law, a United Kingdom 
company is liable to income tax on its profits. Profits so liable to 
tax do not include profits arising from the realization of capital 
assets, such realization not being in the way of trade. A shareholder 
is never directly assessable to U.K. income tax in respect of any 
dividend received from a U.K. company. Shareholders are liable to 
U.K. sur-tax on dividends, but the relevant provisions do not impose 
any liability to pay U.K. sur-tax in respect of dividends paid by a 
U.K. company out of profits which were not of a kind which is 
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taxable in the hands of the company. It follows that there is no 
liability on the shareholders to pay either U.K. income tax or sur-tax 
in respect of a dividend paid out of capital profits. 

The U.K. Income Tax Acts treat dividends received by U.K. 
residents from foreign companies quite differently from dividends 
received from U.K. companies. Dividends from foreign companies 
are assessable to U.K. tax in the hands of recipients under Case V 
of Schedule D under which tax is charged on ‘‘inecome arising from 
possessions out of the United Kingdom’’. This is so whether or not 
the dividends have been paid out of profits which themselves had 
already borne tax in the hands of the company (Canadian Eagle Oil 
Co. Ltd. v. R.; Selection Trust Lid. v. Devitt, [1946] A.C. 199). 

In I.R. Comrs v. Reid’s Trustees, |1949| 1 All E.R. 354, the 
taxpayers received from a South African company a dividend which 
was paid out of capital profits. It was unanimously held by the 
House of Lords that the dividend was assessable under Case V of 
Schedule D. 

If the capital (or other) profits had been used to create bonus 
shares (J.R. Comrs v. Blott, |1921| 2 A.C. 171) or bonus debentures 
(I.R. Comrs. v. Fisher’s Exccutors (1926), 10 Tax Cas. 320) lia- 
bility to U.K. tax would not have arisen. 

The following extracts from the speeches in Reid’s Trustees’ 
case are of extreme interest: 

Per Lord Simonds: ‘‘I cannot imagine a safer or better (basis 
where the question is as to income arising from a foreign possession, 
than to ask whether the corpus of the asset remains intact in the 
hands of the taxpayer. That question can in the case of the shares 


here in question only be answered in the affirmative. The shares the 
trustees held before the distribution of dividend they still hold 
intact. The dividend they received was income arising out of those 


shares’’, at p. 357. 

Per Lord Normand: In rebuttal of the contention that because 
part of the fixed assets in which the company’s capital had been 
sunk had disappeared as a result of the sale of those assets, the 
trustees had, in substance, received in cash a return of their capital 
‘* |. it is incorrect, both in law and in substance, though I would 
prefer to draw no such distinction, to treat the shareholders as 
possessing the capital assets of the company’’, at p. 358. 

Per Lord Morton of Henryton: ‘‘1f the trustees had owned the 
four properties in Johannesburg which were sold in March, 1943, 
and if their agents in South Africa had remitted part of the 
proceeds of sale to the trustees, there would be no doubt that these 
moneys would form part of the capital of the trust and would not 
come within Case V. In that event, the trustees would merely have 
transformed one form of capital, the four properties, into another 
form of capital, cash, which would have to be invested as part of the 
trust capital. The trustees did not, however, own these four pro- 
perties. They were owned by a different entity, namely, the com- 
pany’’, at p. 361. 

Per Lord Macdermott: ‘‘. . . it must be assumed that this com- 
pany, which is incorporated and fegistered in South Africa, has the 
general characteristics of a British company incorporated under the 
Companies Acts, and, accordingly, that the proprietary interest of 
its menabers is limited to their shareholding and does not include, at 
all events while the company is a going concern and its capital 
structure remains unaltered, ‘any right to any item of property 
owned by the company’: see Macaura v. Northern Assurance Co., 
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[1925] A.C. 619 per Lord Buckmaster, at p. 626. This dividend, 
then, was income arising from the trustees’ shareholding, and the 
question, accordingly, reduces itself to this: Is it permissible, in 
order to determine the liability of the dividend to tax in the hands 
of the respondent shareholders, to look beyond the immediate source, 
the shareholding, and to examine the make-up of the profits out of 
which the dividend has been declared? In my opinion, the answer 
must be in the negative’’, at p. 363. 

Per Lord Reid: ‘‘I ean find no satisfactory alternative to the 
view that, if a foreign company chooses to distribute its surplus 
profits as dividend, the nature and origin of those profits does not 
and cannot be made to affect the quality of the receipt by the share- 
holder for the purpose of income tax’’, at p. 365. 





Payment by Purchaser of Business of 
Vendor’s Debts to Preserve Goodwill 


The taxpayers bought a business under a contract which re- 
quired the vendor to discharge all debts owing by him in respect of 
the business. The vendor failed to pay the debts. The taxpayers 
had bought the goodwill of the business and in order to preserve it 
they voluntarily paid the debts. The Commissioners held that the 
sums so paid were expended wholly and exclusively for the purpose 
of the taxpayers’ business and were deductible, not being expen- 
diture of a capital nature. Held, dismissing the Crown’s appeal, 
that there was evidence to support the Commissioners’ finding and 
that they had not misdirected themselves in law. (Cooke v. Quick 
Shoe Repair Service (1949) English High Court—not vet reported.) 
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Provisional Tax and Contribution 
for 1949-1950 


Regulations notified in the Commonwealth Gazette in August 
prescribed the reductions in provisional income tax and provisional 
social services contribution payable for the current year ending 
30 June, 1950. 

The provisional amounts are payable by individuals on income 
other than salaries and wages. 

The regulation relating to provisional contribution was gazetted 
as Statutory Rule 1949 No. 47 and that relating to provisional tax as 
Statutory Rule 1949 No. 50. 

In those cases where contribution only is payable for the pre- 
ceding year ended 30 June, 1949, the provisional contribution is 
reduced to two-thirds of the contribution payable for the preceding 
year. 

In other cases, the provisional tax is equal to the tax payable 
for the preceding year reduced by £1 for each £25 of the first £1,000 
of taxable income of that year and £1 for each £15 of any excess of 
taxable income over £1,000. The maximum reduction is £450. There 
is no reduction in the provisional contribution unless one-third of 
the contribution payable for the preceding year exceeds the tax 
payable for that year. In such a case, the provisional contribution 
is reduced by the amount of the excess. 





Restrictions Imposed by New s.107 


Section 107 of the Income Tax Assessment Act 1936 was deleted 
by the Amending Act of 1948 and a new section has been inserted 
in its stead. The new section contains certain far-reaching restric- 
tions on the ability of a company to distribute Division 7 income 
so as to gain for the recipients the rebate provided by s. 107. These 
restrictions are discussed and illustrated in the following notes. 


Alterations made by new s. 107 

The position concerning distributions out of income which has 
borne tax under Division 7 or its predecessors remains for all 
practical purposes the same in respect of the “undistributed 
amounts” of income year ended 30 June, 1947, and prior years. 
The whole of the undistributed amounts so taxed is capable of 
distribution subject to the rebate granted by s. 107 provided there 
is strict compliance with the conditions imposed by that section. 
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In respect of distributions out of the “undistributed amount” 
of income year ended 30 June, 1948 and subsequent years, new 
s. 107 has made two important alterations to the law: 

(a) The maximum sum eapable of s. 107 distribution is the 
amount remaining after deducting from the wndis- 
tributed amount of any year of income subsequent to 
year ended 30 June, 1947, the aggregate of the Division 7 
taxes and contribution payable in respect of that undis- 
tributed amount. 

The s. 107 rebate is not applied to a dividend unless the 
shares in respect of which the dividend is paid or the 
shares in an interposed company are shares in respect of 
which a distribution was supposed to be made for pur- 
poses of the assessment of Division 7 tax and contribution. 


Maximum Sums capable of s. 107 Distribution out of 
Undistributed Amount of Year ended 30 June, 1948 
and Subsequent Years 
New s. 107 (1) provides that the rebate specified therein will 
be allowed “where the dividends are paid wholly and exclusively 
out of one or more of the following amounts: 


(e) the amount remaining after deducting from the undis- 
tributed amount of any year of income subsequent to 
the year of income which ended on the thirtieth day 
of June, 1947, the aggregate of the amount of tax pay- 
able under this Division and the amount of contribution 
payable under the Social Services Contribution Assess- 
ment Act 1945, or that Act as amended, in respect of 
that undistributed amount.” 

It will be seen that where there is an undistributed amount 
in respect of income year ended 30 June, 1948 and subsequent 
years,. new s. 107 (1) (e) provides that the amount available for dis- 
tribution subject to s. 107 rebate is the amount remaining after 
deducting from the undistributed amount of the relevant year 
the aggregate of the amount of tax (and contribution) payable 
under Division 7 (i.e., under ss. 104, 105 and 105A) in respect of 
that undistributed amount. 

Section 204 provides that (subject to the provisions of Part 
VI) any income tax assessed shall be due and payable by the person 
liable to pay the tax on the date specified in the notice [of assess- 
ment| as the date upon which tax is due and payable, not being 
less than thirty days after the service of the notice. Section 
107 (1)(e) refers to the aggregate of the amount of tax payable 
under Division 7 and the amount of contribution payable under the 
Social Services Contribution Assessment Act in respect of the relevant 
undistributed amount. 

It would appear that under the above provisions a s. 107 dis- 
tribution cannot be made out of an undistributed amount until all 
the Division 7 taxes (and contribution) in respect of that amount 
have been assessed and notices of assessment have been issued, because 
it is not until that moment of time that a tax becomes ‘‘payable’’. 
If this view be correct, as we believe it to be, a period of years may 
elapse after the close of the relevant distribution period before a 
private company is able to make a distribution carrying the s. 107 
rebate, particularly where the company is liable to tax under new 
s. 105A. 


Supplement to The Australian Accountant—September, 1949 





September, 1949 CuRRENT TAXATION 33 


Appr@aching the problem from another viewpoint, the maximum 
sum available for s. 107 distribution cannot be quantified until the 
taxes payable on the relevant undistributed amount are themselves 
quantified. Any other interpretation would lead to practical diffi- 
culties. If a company paid a dividend out of an undistributed 
amount before the issue of the Division 7 assessments thereon, the 
Commissioner would not be in a position to grant the rebate until 
after the issue of those assessments because not until then would it 
be known whether the dividend had been paid wholly and exclusively 
out of the sum specified in s. 107 (1) (e). 

If the views expressed in this note are correct, difficulties also 
face the private company and its shareholders. The company, in 
many instances, is unaware of its members’ holdings in other private 
companies which are liable to Division 7 tax in respect of the same 
income year and thus the company is not in a position to know if a 
further liability will be imposed on it under s. 105A. Where a 
private company contemplates a s. 107 distribution out of the un- 
distributed amount of year ended 30 June, 1948 or a subsequent 
year, the only safe course for it to adopt is to obtain agreement 
with the Department as to the maximum sum available for s. 107 
distribution in respect of that year. Such agreement will, of course, 
involve an assurance that all the Division 7 taxes for that year have 
been issued. 


Section 107 Dividend may be Paid out of Combination of 
Amounts Assessable under Old and New Provisions 
of Division 7 
New s. 107 (1) provides that the rebate specified therein will be 
allowed ‘‘where the dividends are paid wholly and exclusively out 
of one or more of’’ the fellowing sums specified in paragraphs (c), 
(d) and (e) of that subsection: 
(c) undistributed profits of years up to and including income 
year ended 30 June, 1935 (taxed under the 1922-1934 
Act) ; 
undistributed profits of years ended 30 June, 1936 to 
1947, inclusive (taxed under the previous provisions of 
Division 7 of the present Act) ; and 
undistributed profits of year ended 30 June, 1948 and 
subsequent years, less the undistributed profits tax pay- 
able thereon under the new provisions of Division 7. 
Thus, a Division 7 distribution is capable of being made out of a 
combination of the sums specified in s. 107 (1)(e), (d) and (e). 
Nevertheless, it is undesirable to make such a distribution in any 
instance where s. 107 (2) operates to deny any of the shareholders 
the rebates provided by s. 107 (1). This aspect of the subject is dealt 
with later. 


Section 107 Rebate not Granted unless Shares in Respect of 
which Dividend Paid are Shares in Respect of which a 
Distribution was Supposed to have been Made 

New s. 107 (2) provides, inter alia, that where a dividend is paid 
either wholly or in part out of an amount specified in s. 107 (1) (e), 
a person in whose assessable income that dividend is included shall 
not be entitled to the rebate provided by s. 107 (1) unless the shares 
in respect of which the dividend is paid are shares in respect of 
which a distribution was supposed to be made for purposes of the 
assessment of the tax or contribution referred to in s. 107 (1)(e). 
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It was officially explained that s. 107 (2) was enacted“to counter- 
act the avoidance of tax that occurred where private companies were 
incorporated and the shares and shareholders so arranged that 
dividends involving large rebates of tax were paid out of profits on 
which relatively low amounts of undistributed profits tax had been 
paid. 
This method of tax avoidance was illustrated by an example of 
a taxpayer who conducted a business yielding an annual net profit of 
£10,000. Assume the business was transferred to a private company, 
the shares of which were divided into ‘‘A’’ and ‘‘B’’ class shares. 
The ‘‘A’’ class shares were issued to, say, ten members of the tax- 
payer’s family and other relatives who derived no income, and the 
‘*B”’ class shares were issued to the taxpayer. The ‘‘A’’ class shares 
carried a condition that the only dividend payable on those shares 
should be payable within six months after the close of the income 
year. The ‘‘B’’ class shares carried a condition that dividends on 
those shares should not be payable until at least six months after 
the close of the income year. For purposes of caleulating tax under 
Division 7 the Commissioner was—and continues to be—obliged to 
assume that the profits of the company were distributed on the last 
day of the income year and that the holders of the ‘‘A’’ class shares 
would have been entitled to the dividends if the profits were dis- 
tributed on that day. The undistributed profits tax was accordingly 
calculated at the low rates of tax appropriate to the holders of the 
‘A’’ class shares. In reality, however, the dividends were not paid 
on the ‘‘A’’ class shares, but the profits were applied to the payment 
of a tax-free dividend under old s. 107 to the holder of the ‘‘B’’ 
class shares. 

Applying rates of tax for year ended 30 June, 1949, business 
profits of £10,000 derived by an_ individual would bear no less than 
£6,088 17s. in tax, leaving £3,911 3s. for the proprietor of the 
business. By incorporating the company the position would be as 
follows: 





Taxable income ca £10,000 
Ordinary income tax 
£5,000 at 5s. in € .. ea ~~ . £1,250 
£5,000 at 6s. in £ 1,500 
—_— 2,750 
Distributable ne ¢ £7.250 
A sufficient distribution under s. 103 (2)(e) would be: 
70 per cent. of £2,000 o8 oe ae ; .. £1,400 
75 £2,000 — a ge ai ae 1,500 
8G - » £2,000 ea a ; oa eS 1,600 
85 - » 1,000 ; em ae 8 a 1,062 
Sufficient distribution a oe a a .. 562 


The amount not subject to Division 7 is, therefore, £1,688 (£7,250 
less £5,562). 
There are 10 ‘‘A’’ elass shareholders and £556 is deemed to be 
distributed to each: 
Income tax on £556 is _ * im -. £66.19 0 
Social services contribution is - < be $1 14 O 


£77 13 O 





The aggregate additional tax and contribution in respect of the 
10 ‘‘A”’ class shareholders wesald be £776 10s. (£77 13s. & 10). 
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The amount available for distribution under new s. 107 (1) (e) 
would (but for new s. 107 (2)) be: 


Undistributed amount - aah ae ae .. £5,562 
Less tax and contribution payable thereon ae a 776 


Amount subject to s. 107 (1) rebate but for new 
s. 107 (2) Ma eC eC 
Thus, the following amount of profit would be available for dis- 
tribution to the holder of the ‘‘B’’ class shares: 
Subject to rebate under s. 107 (1) (but for the pro 





visions of s. 107 (2)), as above cp a .. £4,786 

Not subject to rebate under s. 107 (1 being amount 
not subject to Division 7 tax, as above ois ; 1,688 
£6,474 
Adjustment for odd shillings a - i we ] 
£6,473 


If the holder of the ‘‘B’’ elass shares 

had received a dividend of £6,473 not 

subject to rebate, he would have paid: 
Income Tax = i . £3,324 18 0 
Contribution 7 =e mo $85 9 0 


queues £3,810 
If the holder of the ‘‘B’’ class shares 
could have received the sum of £4,786 
tax free, he would have paid tax on 
only £1,687: 
Income Tax - a .. £420 4 0 
Contribution a “ 126 10 0 
—_———— 547 


° 


But for the presence of new s. 107 (2 
the holder of the ‘‘B’’ class shares 
would have saved eC an oi £3,263 
But, as demonstrated above, the company 
paid undistributed profits tax amount 
ing to only - e a ae 776 


“ 


A net saving of rae EXE : ote £2.48 


New s. 107 (2) is designed to overcome a tax-saving device of the 
above nature. However, the new provision goes further than remedy- 
ing the defect in old s. 107. In the above example, the company itself 
paid Division 7 tax and contribution amounting to £776 10s., and 
the holder of the ‘‘B’’ class shares will be denied the s. 107 rebate in 
respect of the sum of £4,786 and consequently will be liable to full tax 
on that sum. Thus the company and the ‘‘B”’ shareholder (regarded 
as a group) would pay £776 10s. more than if the company had made 
a sufficient distribution of its distributable income within the pre- 
scribed distribution period, i.e., on or before 31 December, 1949. 


Section 107 (2) in Relation to Dividend Paid by 
Interposed Company 


The preceding note deals with the position where a dividend is 
paid out of an undistributed amount direct to a shareholder of the 
company. New s. 107 (2) also provides that where a dividend is 
paid wholly or in part out of an amount specified in s. 107 (1) (e), 
a person in whose assessable income ‘‘an amount in respect of that 
dividend” is included, is not entitled to the rebate provided by 
s. 107 (1) unless— 
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(b) any shares in an interposed company the payment of a 
dividend on which has resulted directly or indirectly in 
the inclusion of the amount in that person’s assessable 
income, 

are shares in respect of which a distribution was supposed to be 
made for purposes of the assessment of the tax or contribution’’ 
referred to in s. 107 (1) (e). 

Thus, if all the shares in private company X were held by 
private company Y and the shares in company Y were divided into 
two classes “A” and “B” and conditions attaching to the payment 
of dividends were the same as those stated in the example in the 
last preceding note with the result that undistributed profits tax 
was required to be calculated on the basis of a notional distribution 
to the “A” shareholders whereas the undistributed amount was, in 
fact, distributed to the “B” shareholder, new s. 107 (2) would 
operate to deny the s. 107 (1) rebate to the “B” shareholder in 
respect of that dividend. 


Section 107 (2) applies to a Dividend Paid wholly or in part 
out of an amount specified in s. 107 (1) (e) 


It is important to note that new s. 107 (2) applies where a divi- 
dend is paid ‘‘wholly or in part’’ out of a s. 107 (1)(e) amount. 
Thus, the subsection applies where a dividend is paid out of a total 
fund composed of amounts specified in paragraphs (c), (d) and (e) 
of s. 107 (1), e.g., out of old Division 7 taxed profits up to and 
including year of income ended 30 June, 1947, and out of s. 107(1) (e) 
amounts of year ended 30 June, 1948 and subsequent years. Where 
s. 107 (2) applies in respect of any shareholder, he would be denied 
the s. 107 rebate in respect of the whole of such a dividend not merely 
in respect of that portion thereof paid out of the s. 107 (1) (e) 
amounts. It is, therefore, desirable to keep Division 7 taxed profits 
up to and ineluding year of income ended 30 June, 1947, in a 
separate reserve account or accounts distinct from any account or 
accounts established for the segregation of s. 107 (1)(e) amounts and 
to pay separate dividends wholly and exclusively out of each of these 
two funds of profit. Where this is done, a shareholder to whom 
s. 107 (2) applies would be entitled to the s. 107 rebate in respect of 
the dividend paid out of Division 7 taxed profits up to and including 
year of income ended 30 June, 1947, but would be denied the rebate 
in respect of the dividend paid out of the s. 107 (1)(e) amounts. 


Where Company issues New Shares 


With regard to distributions wholly or in part out of s. 107(1) (e) 
amounts, that is of income year ended 30 June, 1948 and subsequent 
years, s. 107 (2) operates to deny the s. 107 (1) rebate unless the 
shares in respect of which the dividend is paid are shares in respect 
of which a distribution was supposed to be made for,purposes of the 
assessment of the tax or contribution. 

Where, therefore, a company ‘issues new shares which were not 
in existence at the date of the assumed distribution of any ‘‘undis- 
tributed amount’’ of income year ended 30 June, 1948 or of a subse- 
quent year, it would appear that any distribution made out of the 
s. 107 (1) (e) amount to all the shareholders of the company would 
be rebateable under s. 107 (1) as regards the dividend paid on the 
shares in existence at the date of the assumed distribution but would 
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not be so rebateable as regards the dividend paid on the shares issued 
after that date. This is so because the new shares are not ‘‘shares in 
respect of which a distribution was supposed to be made for purposes 
of the assessment of the tax or contribution referred to in that 
paragraph [s. 107 (1)(e)]’’. 

If the above is the correct interpretation of s. 107 (2) —as 
we believe it to beo—that subsection goes much further than remedying 
certain defects in old s. 107 previously illustrated. The following is 
an example where the new provision operates in a ridiculously harsh 
manner. The particular company had an ‘‘undistributed amount”’ 
in respect of income year ended 30 June, 1948. Because of the 
current inflationary trends the company was in urgent need of new 
capital and, before the amending provisions were introduced into 
Parliament, the company doubled its paid-up capital, the whole of 
which consisted of ordinary shares. All the new shares were sub- 
scribed for by the existing shareholders in the same proportions as 
their holdings of old shares. In effect, the shareholders of the 
company were exactly the same before and after the issue of the new 
shares, and each shareholder had exactly the same proportionate 
interest in the capital of the company. Yet, if a dividend is paid 
out of the s. 107 (1)(e) amount for year ended 30 June, 1948, the 
shareholders will receive a rebate under s. 107 (1) in respect of one 
half of the dividend received by them and will be denied a rebate in 
respect of the remainder of the dividend. This ridiculous state of 
the present law would have been averted if the draftsman of s. 107 (2) 
had confined his attention to remedying the defect in the previous 
law. This could have been done by providing for a denial of the 
rebate where a dividend is paid to the holders of one class of shares 
out of an amount which was notionally distributed to the holders of 
another class. 

Section 107 (2) does not apply to a distribution made wholly 
and exclusively out of the undistributed amount or amounts of year 
ended 30 June, 1947 and/or prior years. The subsection does, how- 
ever, apply to a distributipn made out of a combination of the above 
amount or amounts and a s. 107 (1)(e) amount or amounts. 


Methods of avoiding consequences of s. 107 (2) 
where new shares issued 

Where a company contemplates the issue of new shares and it 
has s. 107 (1)(e) amounts (i.e., of income year ended 30 June, 1948 
and subsequent years) it might be possible to arrange for the terms 
of issue (with the consequent necessary alteration of the memor- 
andum and/or articles of association) to provide that, whilst divi- 
dends paid on all shares would at all times be equal in amount, the 
holders of the old shares would, alone, be entitled to share in a 
distribution out of the s. 103 (1)(e) amounts. 

An alternative arrangement would be for the company to issue 
preference shares where new capital was needed. Dividends on 
these preference shares would be paid in full within the prescribed 
distribution period so that the whole of any undistributed amount 
would be notionally distributed to the ordinary shareholders. Thus, 
the rebate under s. 107 (1) could not be denied under s. 107 (2) 
in respect of a dividend paid to the ordinary shareholders out of 
that s. 107 (1)(e) amount. 

Failing such arrangements as those suggested above, the only 
other course is to make a full distribution of the s. 107 (1)(e) 
amounts to the holders of the old shares before issuing new shares. 
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But, if the views previously expressed in this article are correct, a 
company cannot make a tax-free distribution under s. 107 until all 
the Division 7 taxes have’been assessed. Thus, it may not be possible 
to adopt this course of conduct before the date of issue of the new 
shares. 

Sufficient has been said to indicate the desirability, where prac- 
ticable, of making a sufficient distribution of the distributable 
income of all future years, relying on the meagre percentage exemp- 
tions to supply the future capital needs of the business. Where 
these percentage exemptions are insufficient and it is necessary to 
refrain from making a sufficient distribution of the distributable 
income, it is preferable, if further funds are required from share- 
holders, that these be’provided by way of lean. If that course were 
adopted the whole of a subsequent distribution of the retained 
income would qualify for the s. 107 rebate. 

Section 107 (2) does not apply where shares are transferred 
to an individual after date of assumed distribution 


Section 107 (2) is concerned with shares, not shareholders. To 
enjoy the rebate provided by s. 107 (1) the shares in respect of 
which the dividend is paid must be ‘‘shares in respect of which a 
distribution was supposed to be made for purposes of the assessment 
of the tax and contribution referred to in’’ s. 107 (1)(e). Thus, 
where a person who was a shareholder on the date of the assumed 
distribution subsequently transfers the shares to an individual, and a 
dividend is paid to the transferee wholly and exclusively out of the 
relevant s. 107 (1)(e) amount, the transferee is entitled to the rebate 
provided by s. 107 (1) notwithstanding that he is not the person to 
whom the undistributed amount was notionally distributed under 
s. 104. The position arising where the transferee is a company is 
discussed in the next note. 


Application of s. 107 (2) where transferee is a company 

As previously explained where shares are the subject of a 
notional distribution under s. 104 and those shares are subsequently 
transferred, the transferee is entitled to the s. 107 rebate in respect 
of any distribution made wholly and exclusively out of the relevant 
s. 107 (1)(e) amount. The position is the same whether the trans- 
feree be an individual or a company. However, whilst the latter, 
i.e., the shareholder company, itself, enjoys the s. 107 rebate, it is 
considered that the shareholders of the shareholder company are 
denied the rebate provided by s. 107 (2) in respect of any sum paid 
to them out of that dividend. As already pointed out, where a 
dividend is paid wholly or' in part out of a s..107 (1)(e) amount a 
person, in whose assessable income ‘‘an amount in respect of that 
dividend’’ (i.e., a dividend paid by the shareholder company) is 
included, is not entitled to the rebate unless any shares in the inter- 
posed company in respect of which the second distribution is made 
are shares in respect of which a distribution was supposed to be 
made for purposes of the assessment of the tax or contribution 
referred to in s. 107 (1) (e) (i.e., Division 7 tax on the undistributed 
amount of which the s. 107 dividend was paid). 

For example, all the shares in company A were on 30 June, 
1949, beneficially owned by individuals. In respect of income year 
ended 30 June, 1949, company A had an undistributed amount. The 
only tax under Division 7 levied on that undistributed amount was 
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that imposed by s. 104. After the date of the assumed distribution 
(i.e., after 30 June, 1949) the whole of the shares in company A 
were acquired by company B. A dividend was paid by company A 
to company B out of the s. 107 (1)(e) amount for year ended 
30 June, 1949. Company B would be entitled to the s. 107 rebate 
in respect of that diyjdend as the shares held by it in company A 
are shares in respect of which the notional distribution was made 
under s. 104. Gompany B, in turn, distributes this dividend to its 
shareholders. Now, none of the shares in company B are ‘‘shares in 
respect of which a distribution was supposed to be made for purposes 
of the assessment of the tax’’ under Division 7. In this view, 
s. 107 (2) operates to deny the shareholders of company B the rebate 
provided by s. 107 (1) in respect of the dividend paid to them out 
of the s. 107 dividend received by company B from company A. 

It is considered that the position would be the same if company 
B acquired the shares of company A from its shareholders in con- 
sideration of the issue to those shareholders of shares in company Bb. 

If the above is a correct interpretation of s. 107 (2) a company, 
which contemplates buying the shares of a private company which 
has an undistributed amount or amounts for year ended 30 June, 
1948 and/or subsequent years, should, if possible, arrange for the 
private company to make a s. 107 distribution to its shareholders 
before the sale. The purchaser company will, of course, depress the 
price paid to the shareholders to the extent of the s. 107 dividend 
received by them. 


Where interposed company issues new shares 

As previously pointed out, where a private company issues 
new shares after the date of an assumed distribution, s. 107 (2 
operates to deny the s. 107 rebate in respect of a dividend paid 
on the new shares out of the relevant s. 107 (1)(e) amount. See- 
tion 107 (2) is designed to produce the same effect if after the 
date of the assumed distribution under s. 105, an interposed 
company issues new shares to its shareholders. 

So far as is relevant, s. 107 (2) provides that where a dividend 
is paid wholly or in part out of a s. 107 (1)(e) amount a person, 
in whose assessable income “an amount in respect of that divi- 
dend” is included, shall not be entitled to the rebate provided by 
s. 107 (1) unless 

“(a 

(b) any shares in an interposed company, the payment of a 
dividend on which has resulted directly or indirectly in 
the inclusion of the amount in that person’s assessable 
income’”’ 

are shares in respect of which a distribution was supposed to be made 
for purposes of the assessment of the tax (under s. 105). 

The new shares in the interposed company are not shares in 
respect of which a notional distribution was made under s. 105 
and the dividend paid on those shares is not, therefore, subject to 
s. 107 (1) rebate. 

A possible escape from the harsh effect of s. 107 (2) might be 
made in the following circumstances. A member of the above inter- 
posed company is the registered holder of both old and new shares. 
Doubtless, the official interpretation is that a dividend (paid out 
of a s. 107 dividend received by the interposed company) in respect 
of the old shares qualifies for the s. 107 rebate; the dividend so 
paid in respect of the new shares is not subject to the rebate. But 
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s. 107 (2) provides that the recipient shall not be entitled to the 
rebate unless any shares in the interposed company are shares in 
respect of which a distribution was supposed to be made. The 
recipient is, in fact, the holder of some shares (i.¢., the old shares) 
in respect of which a distribution was supposed to be made; there- 
fore it may be that the recipient is entitled to the rebate in respect of 
the whole of the ‘‘amount in respect of that dividend’’ which is 
included in his assessable income. 


Where notional distribution made to preference 
shareholders 

[It is considered that s. 107 (2) applies, for example, where the 
undistributed amount of year of income ended 30 June, 1948, is less 
than the arrears and current preference dividend to that date. Thus, 
if the undistributed amount is £8,000 and the arrears of preference 
dividends amount to £9,000, the whole of the undistributed amount 
is notionally distrihuted to the preference shareholders. Hence, 
any subsequent distribution out of a s. 107 (1)(e) amount would, 
in terms of s. 107 (2), be rebateable only if it were paid to the 
holders of the preference shares in respect of which the undis- 
tributed amount of £8,000 was notionally distributed for the pur- 
poses of a Division 7 assessment. However, if the undistributed 
amount exceeds the arrears of preference dividends, the excess 
would be notionally distributed to the ordinary shareholders. Thus, 
if in the example, the undistributed amount were £10,000, the 
excess of £1,000 over the arrears of preference dividends, £9,000 
would be notionally distributed to the ordinary shareholders. In 
this instance it is considered that the arrears of preference divi- 
dends could be paid out of nodn-s. 107 profits and the whole of the 
s. 107 (1)(e) amount could be distributed to, and would be rebate- 
able in the hands of, the holders of the ordinary shares because 
they are shares in respect of which “a distribution”, namely, 
£1,000 of the undistributed amount of £10,000, was supposed to be 
made for the purposes of the assessment of the 1948 Division 7 tax. 


Where shares are subdivided 

The pitfalls contained in s. 107 (2) may be further illustrated 
by the case where a company ‘‘subdivides its shares, or any of them, 
into shares of smaller amount than is fixed by the memorandum’”’ 
(c.f. N.S.W. Companies Act, 1936, s. 153 (1)(d)). It is considered 
that the subdivided shares are new shares distinct and separate from 
the old shares. In this view, where, for example, a company has an 
undistributed amount in respect of year ended 30 June, 1948, and 
it subsequently subdivides all its shares into shares of a smaller 
amount and thereafter pays a dividend out of the s. 107 (1) (e) 
amount for 1948, the shareholders are not entitled to the s. 107 
rebate because the new subdivided shares in respect of which the 
dividend was paid are not shares (i.e., the original shares) in respect 
of which a distribution was supposed to be made on 30 June, 1948. 
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